IN THE UNI TED STATES DI STRI CT COURT
FOR THE EASTERN DI STRI CT OF PENNSYLVANI A

IN THE MATTER OF: : ClVIL ACTI ON
ETHEL MARI E M NTZE, ;
Appel | ee
NO 03-2113

VEMORANDUM AND ORDER

McLaughlin, J. Novenber 12, 2003

This case invol ves an appeal fromthe decision of the
Bankruptcy Court denying a notion to enforce an arbitration
clause in a nortgage refinancing loan. The appellant filed the
nmotion to enforce an arbitration clause after the appell ee sought
to enforce a rescission of the loan in Bankruptcy Court. The
Court wll affirmthe decision. The Bankruptcy Court acted
within the appropriate bounds of its discretion in deciding not
to enforce the arbitration provision

The appellee, Ethel Marie Mntze, filed a chapter 13
bankruptcy petition on Decenber 4, 2001. She then filed an
adversary conpl aint in Bankruptcy Court seeking to enforce the
rescission of a hone equity loan on April 19, 2002. The
appel l ants, Anerican Ceneral Financial Services, Inc. and
Aneri can General Consuner Discount Co. (“Anerican General”),

extended to the appell ee $44,716.34 as a hone equity | oan that



refinanced her current nortgage and consolidated her credit card
debt .

The appel |l ee had been referred to the appellants in the
fall of 2000 for the financing of a heater installation for her
home. The heater installation would cost $3,800. The appellee
contends that as a condition of financing the heater, the
appel l ants required that she borrow $44, 716.34. The | oan
transaction note was dated COctober 20, 2000 and contai ned an
arbitration clause. The nonthly paynents, to be nade over 15
years, would be $551.13, and the annual percentage rate was set
at 13.44% The appellee alleges the | oan principal included
$2,800 in settlenment charges, as well as $2,000 for life
i nsurance policies.

The appellee did not make all of the paynents to the
appellant. She attenpted to rescind the transaction pursuant to
the Truth in Lending Act, 15 U.S.C. § 1602 (“TILA”), and she
later filed the action underlying this case in Bankruptcy Court
in order to enforce the rescission. The appellant then noved to
dism ss and to conpel arbitration on May 20, 2002.

The Bankruptcy Court denied Anerican CGeneral’s notion
and did not enforce the arbitration provision. The Bankruptcy
Court began its analysis by noting that the parties stipulated
that the matter was a core proceeding and was within the court’s

di scretion. It then deternm ned that the natter woul d be best



resol ved in the Bankruptcy Court because the outconme wll
affect the appellee’s plan and its paynent distribution to other
creditors. The court also held that it would deny enforcenent of
the arbitration cl ause because there was a question rai sed about
the neutrality of the arbitrator

This case involves the interplay between the purposes
of the Federal Arbitration Act (“FAA’) and of the Bankruptcy
Code. Congress created a strong presunption of arbitrability
when it enacted the FAA. Section 2 of the FAA states that an
arbitration clause shall be “valid, irrevocable, and enforceabl e,
save upon such grounds as exist at law or in equity for the
revocation of any contract.” 9 U S. C. 8 2. The FAA directs the
courts to stay an action until arbitration has been conpleted if
the arbitration agreenent is valid. 9 U S C. 8 3. The Third
Circuit has recognized the “strong federal policy favoring
arbitration” and “favoring enforcenent of contractual

obligations.” Zimerman v. Continental Airlines, 712 F.2d 55, 57

(3d Cir. 1983).

The bankruptcy courts have jurisdiction to decide
bankruptcy matters. 28 U . S.C. 88 1334, 157. This jurisdiction
enconpasses the power “to preserve the integrity of the

reorgani zati on process. United States Lines v. Am S.S. Omers

Mut. Prot. & Indem Ass’n, Inc., 197 F. 3d 631, 641 (2d Gr.

1999). The bankruptcy courts have broad discretion in carrying

- 3-



out the purposes of the Bankruptcy Code. See id. at 640 (citing
11 U S.C. § 105(a); 11 U S.C. § 362(a)(1)). The question in this
case i s whether the bankruptcy court’s power to deci de bankruptcy
i ssues overrides the FAA's preference for arbitration and, in
turn, under what circunstances the bankruptcy judge may refuse to
conpel arbitration.

There are two Third Circuit cases that consider the
enforcenent of an arbitration clause in bankruptcy. [In Zinmermn

v. Continental Airlines, Continental Airlines, the appellant, had

a contract with Ludw g Honol d Manufacturi ng Conpany whi ch
i ncluded a |iquidated danages provision and an arbitration
clause. 712 F.2d at 56. Ludwig Honold |ater went into
bankruptcy. The appellee, Fred Zi nmerman, was appoi nted trustee
and brought adversary proceedings in the bankruptcy court to
invalidate the |iqui dated damages cl ause. The appel |l ant noved
for a stay pending arbitration. The Third Crcuit affirnmed the
bankruptcy court’s decision to deny a stay for arbitration. [d.
The opinion in Zi nermn stressed the congressionally
recogni zed i nportance of arbitration and bankruptcy proceedi ngs.
The court then held that arbitration is generally not on the sane
| evel of inportance as bankruptcy, because bankruptcy proceedi ngs
are essential “to the snooth functioning of the nation’s
commercial activities.” 1d. at 59. The Third Grcuit ruled that

t he bankruptcy court nust exercise its “sound discretion” in



deci di ng whet her the enforcenent of the arbitration clause woul d
adversely inpact the purposes of the Bankruptcy Code. [d. at 59-
60.

The appel | ant bases nuch of its argunent on Hays & Co.

v. Merrill Lynch, Pierce, Fenner & Smth, Inc., 885 F.2d 1149 (3d

Cr. 1989). The Hays opinion, |ike Zi mermn, bal ances the

pur poses of the FAA and of the Bankruptcy Code. In Hays,
however, the Court of Appeals reversed the district court’s
decision to deny the enforcenent of an arbitration clause in the
non-core proceeding. [|d. at 1150-51.

The Hays deci sion builds upon the hol ding of Zi nmerman
by ruling that the case did not present a conflict between the
pur poses of the Bankruptcy Code and of the FAA sufficient to deny
arbitration in a non-core proceeding.! |d. at 1150. The opi nion
could not identify any provisions in bankruptcy applicable to the
case which woul d substantially conflict with the purposes of the
FAA. |d. at 1157-58. The holding thus clarified that bankruptcy
courts usually nust enforce arbitration clauses in non-core
proceedi ngs. 1d. at 1156-57.

The appel | ant argues that Hays is dispositive here.

The Court is not persuaded for two reasons. First, the

proceeding in this case is core, as stipulated by both of the

1 The Zi nmmer man deci si on does not discuss the distinctions
bet ween core and non-core proceedi ngs.
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parties. Tr. at 4. The Court interprets the holding of Hays, as
do many other courts, as applying primarily to non-core

proceedi ngs. See United States Lines, Inc. v. Am S.S. Omers

Mut. Prot. & Indem Ass’n, Inc., 197 F.3d 631, 640 (2d Gr.

1999); Pardo v. Pacificare of Tex., Inc. (Inre APF Co.), 264

B.R 344, 361-62 (Bankr. D. Del. 2001); Winstock v. Frank (In re

Wei nst ock), 1999 Bankr. LEXI S 616, at *23 (Bankr. E.D. Pa. 1999);

Sacred Heart Hosp. v. I ndependence Blue Cross (In re Sacred Heart

Hosp.), 181 B.R 195, 202 (Bankr. E.D. Pa. 1995); In re FRG 115
BR 72, 74 (E.D. Pa. 1990).

Second, the Hays court acknow edged that the bankruptcy
courts have discretion to deny the enforcenent of arbitration
provi sions even in non-core proceedings if there is a show ng
that the Bankruptcy Code, in text, l|legislative history, or
purpose, conflicts with the enforcenent of an arbitration clause.
885 F.2d at 1156.

The Third Grcuit, therefore, has held in Zi mermn and
Hays that the Bankruptcy Code gives bankruptcy courts discretion
to refuse to conpel the enforcenent of arbitration agreenents,
but that discretion is severely limted when the proceeding is
non-core. The question remaining for the Court is what are the
criteria, in a core proceeding, for exercising that discretion.

To answer that question, the parties rely on two

bankruptcy decisions fromother Courts of Appeals that were



deci ded after Zinmmerman and Hays. The decisions are hel pful in
that they provide a franework for anal yzi ng when bankruptcy
courts should retain jurisdiction and refuse to enforce
arbitration agreenents. They present two sets of circunstances
when circuit courts have affirned the bankruptcy courts’ decision
to deny a notion to conpel arbitration.

The first case affirnms the refusal to enforce
arbitration when the dispute underlying the arbitration is based

inrights created by the Bankruptcy Code. Ins. Co. of N.. Am V.

NGC Settl enent Trust & Asbestos Cainms Mgnt. Corp. (In Matter of

National Gypsum Co.), 118 F.3d 1056, 1061 (5th G r. 1997). The

Fifth Crcuit denied arbitration of the issue of whether a
confirmed reorgani zati on plan bars post-confirmation collection
efforts. 1d. The case before this Court does not deal wth
substantive bankruptcy rights as Gypsum di d.

The second case affirns a bankruptcy court’s decision
to deny enforcenment of an arbitration clause, because the
pur poses of the Bankruptcy Code woul d have been adversely

affected by the arbitration. United States Lines v. Am S.S.

Omers Mut. Prot. & Indem Ass’'n, Inc., 197 F. 3d 631, 641 (2d

Cr. 1999). The appellees were insurance conpani es seeking
arbitration on the issue of insurance coverage for the appellant.
The Second Circuit exam ned the situation functionally and

determ ned that the resolution of the underlying i ssue woul d



det erm ne whet her reorgani zati on was successful. The opinion
stated that the “proceedings are integral to the bankruptcy
court’s ability to preserve and equitably distribute the Trust’s
assets.” 1d.

In comng to its conclusion, the court reviewed and
relied upon the Hays decision. The Second Circuit held that
al t hough Hays applied to non-core proceedi ngs, the decision was
hel pful in providing a standard for denying the enforcenent of an
arbitration clause. 1d. at 640-41. The court in U.S. Lines held
that a bankruptcy court may properly deny enforcenent if the
arbitration woul d have a significant adverse inpact on the
adm ni stration of the bankruptcy case. |1d. at 641.

The Court will followthe U.S. Lines decision as fully
consistent with Hays. The Court finds that the Bankruptcy Court
acted within the appropriate bounds of its discretion. The court
found that the arbitration provision, if enforced, could
adversely affect several inportant purposes of the Bankruptcy
Code. The court observed that purposes such as the preservation
of the estate’s assets, the protection of all creditors’
interests, and the restructuring of the debtor-creditor
relationship are at stake in situations |like this case. The
court ruled that the determ nation of whether the appellee’s

rescission is valid and whether the appellant’s claimis secured



Wil directly inpact the viability of the appellee’s chapter 13
pl an and the rights of other creditors.

The appell ee currently pays $275 per nmonth to the
appel l ant and $10 per nmonth to the trustee for the unsecured
creditors, because she cannot afford to pay $551 per nonth to the
appel l ant as specified in the original nortgage refinancing | oan.
See Tr. at 23-24. |f the rescission is valid, the appellee wll
owe nmuch | ess noney than the | oan anbunt currently owed to the
appellant. The remaining | oan then woul d be unsecured. The
appel | ee could pay $285 per nonth, divided up anong all of her
creditors pro rata. See Tr. at 24-25.

The determ nation of the validity of the rescission
woul d affect the rights of the other creditors. The
determ nation al so would inpact the success of the plan and
whet her the appellee is able to keep her house. The Bankruptcy
Court acted within the appropriate bounds of discretion in

deciding that it is the best forumto resolve the matter.?

2 The parties cite to other cases to support or
contradict the holding of U S. Lines. The appellee cites to In
re Henphill Bus Sales, Inc., 259 B.R 865 (Bankr. E.D. Tex.
2001), which exanmned a simlar series of events and canme to the
sane holding as U.S. Lines. In Henphill, the Bankruptcy Court
concluded that arbitrati on was not appropriate because purposes
of the Bankruptcy Code were at stake, including division of the
estate and an “opportunity for a fresh start.” 1d. at 871.

Two cases were cited in which the arbitration clauses
were enforced in core proceedings. The court in Winstock v.
Frank (In re Weinstock) found that the inpact on the purposes of
t he Bankruptcy Code woul d not be great enough to deny
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An appropriate Order follows.

arbitration. 1999 Bankr. LEXIS 616, at *29 (Bankr. E.D. Pa.
1999). The court dism ssed as insufficient the debtor’s argunent
that the dispute was core and conplex. 1d. at *29-32. The facts
in Weinstock contrast wwth the facts of this case, because the
parties in Winstock were already in arbitration and there was a
post-petition dispute.

The court in SFC New Holdings, Inc. v. Earthgrains Co.
(Inre GAN, Inc.) also enforced arbitration. 269 B.R 114
(Bankr. D. Del. 2001). This case involved a confirned plan, and
it therefore did not sufficiently conflict with the policy
favoring arbitration. 1d. at 118. The facts of GN are
i napplicable to the case at hand.
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IN THE UNI TED STATES DI STRI CT COURT
FOR THE EASTERN DI STRI CT OF PENNSYLVANI A

IN THE MATTER OF: : ClVIL ACTI ON
ETHEL MARI E M NTZE, ;
Appel | ee
NO 03-2113
ORDER

AND NOW this 12th day of Novenber, 2003, upon
consi deration of Anmerican General Financial Services, Inc. and
Ameri can General Consunmer Discount Co.’s appeal of the Bankruptcy
Court’s Order in Bankruptcy No. 01-36979, |IT | S HEREBY ORDERED
that said Order is AFFIRMED, for the reasons discussed in a

menor andum of today’ s date.

BY THE COURT:

MARY A. MCLAUGHLI N, J.



